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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned the follow ng defi-
ciencies in, and accuracy-rel ated penalties under section

6662(a)! on, petitioners’ Federal inconme tax (tax):

Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code (Code) in effect for the years at
issue. All Rule references are to the Tax Court Rul es of Prac-

(continued. . .)



Accuracy-Rel ated Penalty

Year Defi ci ency Under Sec. 6662(a)
1999 $16, 935 $3, 387. 00
2001 17,586 3,517. 20

The only issue renmaining for decision is whether petitioners
are |iable for 2001 for the accuracy-related penalty under
section 6662(a). W hold that they are.

FI NDI NGS OF FACT

All of the facts in this case, which the parties submtted
under Rule 122, have been stipulated by the parties and are so
f ound.

Petitioners resided in Herm ston, Oregon, at the tine they
filed the petition in this case.

Starting around June 1998, L. Ben Smith (M. Smth) began
wor ki ng for Raytheon Dem litarizati on Conpany (Raytheon) on
Johnston Island. Around April 1998, shortly before M. Smth’s
enpl oynent with Raytheon began, M. Smith attended an orientation
session presented by Raytheon (Raytheon’s orientation session).
During Raytheon’s orientation session, Raytheon orally infornmed
M. Smth that Johnston Island was not tax exenpt and that he was
to be liable for tax on the conpensation that he earned while
wor ki ng on Johnston Island. Around June 1, 1998, after

Rayt heon’ s orientation session, Raytheon issued a so-called

Y(...continued)
tice and Procedure.
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assignnment letter to M. Smth (Raytheon’s June 1, 1998 assign-
ment letter), the receipt of which M. Smth acknow edged by
signing that letter. Raytheon’s June 1, 1998 assignnent letter,
inter alia, described certain benefits that Raytheon was to
provide to M. Smth as a result of M. Smth s working on
Johnston Island. That letter stated, inter alia: “Johnston
Island is not tax exenpt; therefore, standard tax obligations
apply.” Raytheon included with Raytheon’s June 1, 1998 assi gn-
ment letter certain docunents (Raytheon’s enclosure to Raytheon’s
June 1, 1998 assignnent letter) that set forth certain terns and
conditions of M. Smth’s enploynent with Raytheon. Anong the
docunents in Raytheon’s enclosure to Raytheon’s June 1, 1998
assignnent letter was a docunent entitled “TAX TREATMENT OF
JOHNSTON | SLAND ASSI GNMVENT EXPENSES’ ( Rayt heon’ s descri ption of

the tax treatnent of Johnston |sland assignnent expenses), which

provi ded:

Enpl oyee W2 and Tax

Assi gnnment Expense Tax Cl assification W t hhol di ng Tr eat nent

1. Travel, in-transit Rel ocati on expense Subject to W2
reporting- Not subject
to withholding if
deducti bl e

2. Renpte site differential Conpensation Taxabl e

3. Subsistence and quarters Business travel expense Taxable

4. Of-island rotation Personal travel Taxabl e

5. Energency | eave Conpensation Taxabl e

NOTE: You shoul d al so consult your personal tax advisor for application to your
particul ar tax considerations.

Thr oughout 1999 and 2001, M. Smth continued to work for



- 4 -

Rayt heon on Johnston Island.? During 1999 and 2001, M. Smith
recei ved wages from Rayt heon totaling $92,276 and $99, 980,
respectively.

Around Decenber 12, 2000, Raytheon issued another letter to
M. Smth (Raytheon’s Decenber 12, 2000 letter) that included
revisions to certain ternms and conditions of his enploynent on
Johnston |Island. Raytheon’s Decenber 12, 2000 letter stated,
inter alia: “Johnston Island is not tax exenpt; therefore,
standard tax obligations apply.” Raytheon included with
Rayt heon’ s Decenber 12, 2000 letter certain docunents, including
a docunent that was identical to Raytheon’ s description of the
tax treatnment of Johnston Island assi gnnent expenses.

On March 9, 2000, the Internal Revenue Service (IRS) issued
a news release entitled “Johnston Inland [sic] Individuals My
Not C aim lInconme Exclusion” (IRS March 9, 2000 news rel ease).
That news rel ease stated in pertinent part:

The Internal Revenue Service rem nds individuals in an

uni ncorporated U.S. territory, such as Johnston I|sland,

that they may not claimthe exclusion for personal

service incone earned in a U S. possession under sec-

tion 931. They al so cannot exclude this inconme as

“foreign earned income” under the exclusion provision

in section 911.

At one tine Johnston Island was listed as a U S. pos-
session for purposes of the possessions exclusion under

2Thr oughout 1999 and 2001, M. Snmith worked on Johnston
| sl and for Washington G oup International, fornerly Raytheon.
For conveni ence, we shall hereinafter refer only to Raytheon, and
not to Washington G oup International.
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the 1954 Code; however, the | aw was changed under

anendnents enacted by the Tax Reform Act of 1986.

Johnston Island is not a “specified possession” for

pur poses of new section 931, so incone earned on the

I sland is not subject to exclusion.

The I RS published Publication 570, Tax Guide for Individuals
wth Incone From U. S. Possessions, for use in the preparation of
i ndividual tax returns for the taxable year 2001 (I RS Publication
570 for 2001). |IRS Publication 570 for 2001 stated in pertinent
part:

For 2001, the possession exclusion applies only to

i ndi viduals who are bona fide residents of Anmerican

Sanpa. * * *

Individuals in the following U S. possessions or

territories are not eligible for the possession excl u-
si on di scussed here.

* * * * * * *
* Johnston Island

Sonetinme prior to Novenmber 13, 2001, an individual named
Brian Jordan (M. Jordan)® sent a letter to President George W
Bush (M. Jordan’s letter to President Bush). That letter stated
in pertinent part:

Subject: CFR 26, Vol 10, Part 1, (secs 1.908 to

1.1000), Revised as of 1 April 1997

Dear Sir:

| would Iike to know if the above nentioned subject is
still current for Johnston Atoll (Island) because |

3The record does not disclose who M. Jordan is or his
relationship, if any, to petitioners.
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have been unable to obtain an answer fromthe |I.R S.

On Novenber 13, 2001, in response to M. Jordan’s letter to
Presi dent Bush, the IRS Center in Philadel phia, Pennsylvani a,
sent a letter to M. Jordan (I RS Novenber 13, 2001 letter to M.
Jordan) that was signed by David L. Medeck, who was identified in
that letter as “Field Director, Accounts Managenent”. The IRS
Novenber 13, 2001 letter to M. Jordan stated in pertinent part:

| amresponding to your letter to President George W

Bush. You asked about the Code of Federal Regul ations
(CFR) as it pertains to Johnston Island.

* * * * * * *

| amenclosing 26 CFR 1.931-1. These regulations are
current as of COctober 24, 2001.

Attached to the I RS Novenber 13, 2001 letter to M. Jordan was a
copy of section 1.931-1, Income Tax Regs., which the Departnent
of the Treasury (Treasury) pronul gated under section 931 prior to
its amendnent by section 1272(a) of the Tax Reform Act of 1986
(TRA 1986), Pub. L. 99-514, 100 Stat. 2593.4* (W shall refer to
section 931 prior to its anmendnent by the TRA 1986 as ol d section
931.)

On March 2, 2000, and March 6, 2002, respectively, peti-
tioner signed Form 1040, U.S. Individual Income Tax Return, for

each of their taxable years 1999 (1999 joint return) and 2001

‘See infra note 8.
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(2001 joint return).® Thereafter, they filed their 1999 joint
return and their 2001 joint return.® In the 1999 joint return,
petitioners reported wage i ncone of $92,276 and cl ai med an
exclusion fromgross incone of $79,781 ($79, 781 exclusion of 1999
wages). In the 2001 joint return, petitioners reported wage
i ncome of $99, 980 and cl ai mred an excl usi on from gross incone of
$99, 980 (%99, 980 exclusion of 2001 wages). On page 1, line 21 of
the 2001 joint return, petitioners included the follow ng nota-
tion with respect to the $99, 980 excl usi on of 2001 wages: “CODE
SEC 931 DEDUCT- SEE ATTACHED'. Petitioners attached to the 2001
joint return a docunent entitled “Federal Supplenental |nforma-
tion” (petitioners’ attachnment to their 2001 joint return). That
docunent stated: “TAXPAYER WORKED ON JOHNSTON | SLAND ATOLL
DURI NG TAX YEAR AND SUBSEQUENT TO TI TLE 26, VOL. 10, PART 1
(SECTIONS 1.908 TO 1.1000), 26CFR 1.931-1 (REVISION 4-1-97),
TAXPAYER | S ENTI TLED TO EXCLUDE EARNI NGS FROM REPCRTABLE | NCOMVE. ”
(Reproduced literally.)

Respondent issued to petitioners a notice of deficiency
(notice) with respect to their taxable years 1999 and 2001. In

that notice, respondent determned, inter alia, to disallow

On Feb. 26, 2000, and Feb. 27, 2002, respectively, Leland
Rubesh signed the 1999 joint return and the 2001 joint return as
return preparer.

5The record does not disclose the respective dates on which
petitioners filed their 1999 joint return and their 2001 joint
return.
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petitioners’ $79,781 exclusion of 1999 wages and petitioners’
$99, 980 exclusion of 2001 wages. Respondent further determ ned
in the notice that petitioners are liable for 1999 and 2001 for
the accuracy-rel ated penalty under section 6662(a) because of:
(1) Negligence or disregard of rules or regulations under section
6662(b) (1) or (2) a substantial understatenent of tax in peti-
tioners’ 2001 joint return under section 6662(b)(2).
OPI NI ON

We nust determ ne whether petitioners are |liable for 2001
for the accuracy-rel ated penalty under section 6662(a) because of
negl i gence under section 6662(b) (1) or a substantial understate-
nment of tax under section 6662(b)(2).°

Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the underpaynent to which section 6662 applies.
Section 6662 applies to the portion of any underpaynent which is
attributable to, inter alia, negligence, sec. 6662(b)(1), or a
substantial understatenent of tax, sec. 6662(b)(2).

The term “negligence” in section 6662(b)(1) includes any
failure to make a reasonable attenpt to conply with the Code.
See sec. 6662(c). Negligence has al so been defined as a failure
to do what a reasonabl e person would do under the circunstances.

See Leuhsler v. Conm ssioner, 963 F.2d 907, 910 (6th Cr. 1992),

'Respondent concedes that petitioners are not liable for
1999 for the accuracy-related penalty under sec. 6662(a).
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affg. T.C. Meno. 1991-179; Antonides v. Comm ssioner, 91 T.C.

686, 699 (1988), affd. 893 F.2d 656 (4th Gr. 1990). A return
position that has a reasonable basis within the nmeani ng of
section 1.6662-3(b)(3), Incone Tax Regs., is not attributable to
negligence. Sec. 1.6662-3(b)(1), Income Tax Regs. The neani ng
of the term “reasonable basis” is set forth in section 1.6662-
3(b)(3), Incone Tax Regs., as follows:

Reasonabl e basis is a relatively high standard of tax
reporting, that is, significantly higher than not
frivolous or not patently inproper. The reasonable
basis standard is not satisfied by a return position
that is nerely arguable or that is nerely a col orable
claim If a return position is reasonably based on one
or nore of the authorities set forth in 81.6662-
4(d)(3)(iii) (taking into account the rel evance and
per suasi veness of the authorities, and subsequent
devel opnments), the return position wll generally
satisfy the reasonabl e basis standard even though it
may not satisfy the substantial authority standard as
defined in 81.6662-4(d)(2). (See 81.6662-4(d)(3)(ii)
for rules with respect to rel evance, persuasiveness,
subsequent devel opnents, and use of a well-reasoned
construction of an applicable statutory provision for
pur poses of the substantial understatenent penalty.)
In addition, the reasonabl e cause and good faith excep-
tion in 81.6664-4 may provide relief fromthe penalty
for negligence or disregard of rules or regulations,
even if a return position does not satisfy the reason-
abl e basi s standard.

A return position that does not have a reasonable basis is

attributable to negligence. Van Canp & Bennion v. United States,

251 F. 3d 862, 866 (9th Cir. 2001).
For purposes of section 6662(b)(2), there is a substanti al
understatenent of tax for any taxable year if the anount of the

understatenent for the taxable year exceeds the greater of 10
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percent of the tax required to be shown in the return for the
t axabl e year or $5,000. Sec. 6662(d)(1)(A). An understatenent
is equal to the excess of the anbunt of tax required to be shown
in the tax return over the anount of tax shown in such return
See sec. 6662(d)(2)(A). The anmount of the understatenent is to
be reduced by that portion of the understatenment which is attrib-
utable to (1) “the tax treatnment of any item by the taxpayer if
there is or was substantial authority for such treatnent” (sub-
stantial authority), sec. 6662(d)(2)(B)(i), or (2) any itemif
(a) “the relevant facts affecting the items tax treatnent are
adequately disclosed in the return or in a statenent attached to
the return” (adequate disclosure), sec. 6662(d)(2)(B)(ii)(l), and
(b) “there is a reasonable basis for the tax treatnent of such
item by the taxpayer” (reasonable basis), sec.
6662(d) (2)(B)(ii)(Il).

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1l). The
determ nati on of whether the taxpayer acted with reasonabl e cause
and in good faith depends on the pertinent facts and circum
stances, including the taxpayer’s efforts to assess such tax-
payer’s proper tax liability, the know edge and experience of the

t axpayer, and the reliance on the advice of a professional, such
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as an accountant. Sec. 1.6664-4(b)(1), Income Tax Regs.

Before turning to petitioners’ position under section 6662,
we shall address section 7491(c). Although respondent nust have
commenced respondent’s exam nation of petitioners’ return for the
year at issue after July 22, 1998, the parties do not address
section 7491(c). Respondent has the burden of production under
that section with respect to the accuracy-rel ated penalty under
section 6662(a). To neet that burden, respondent nust cone
forward with sufficient evidence showing that it is appropriate

to inpose the accuracy-related penalty. Hi gbee v. Conm ssioner,

116 T.C 438, 446 (2001). Although respondent bears the burden
of production with respect to the accuracy-rel ated penalty that
respondent determned for petitioners’ taxable year 2001, respon-
dent “need not introduce evidence regardi ng reasonabl e cause,
substantial authority, or simlar provisions. * * * the taxpayer
bears the burden of proof with regard to those issues.” 1d.

A d section 931 permtted citizens of the United States to
excl ude incone derived from sources wthin possessions of the
United States, except Puerto Rico, the U S Virgin Islands, and
Guam if certain conditions were satisfied. Although old section
931 did not define the term*“possession of the United States”,
section 1.931-1, Incone Tax Regs., pronul gated under old section

931 provided that the term “possession of the United States”



i ncl uded Johnston Island.?

Section 1272(a) of the TRA 1986 anended ol d section 931 to
exclude frominconme, in the case of an individual who is a bona
fide resident of a specified possession during the entire taxable
year, gross inconme derived fromsources within any such specified
possession. Section 931, as anended by section 1272(a) of the
TRA 1986, defines the term “specified possession” to nean only
Guam Anerican Sanpa, and the Northern Mariana |slands. Sec.
931(c).

Around 6% nont hs before petitioners signed their 2001 joint

return,® we issued our Qpinion in Specking v. Conm ssioner, 117

8Sec. 1.931-1, Incone Tax Regs., promul gated under sec. 931
prior to its anmendnent by the TRA 1986 provided in pertinent
part:

§ 1.931-1. Citizens of the United States and
donestic corporations deriving income from sources
wi thin a possession of the United States.

(a) Definitions. (1) As used in section 931 and
this section, the term “possession of the United
States” includes American Sanpa, Guam Johnston |sland,
M dway | sl ands, the Panama Canal Zone, Puerto Rico, and
Wake Island. * * *

On Apr. 6, 2005, the Treasury Departnent promul gated T.D.
9194, 2005-20 I.R B. 1016, which revised sec. 1.931-1, Incone Tax
Regs., promul gated under old section 931. Subsequent to that
revision, sec. 1.931-1, Inconme Tax Regs., provides in pertinent
part: “8 1.931-1. Exclusion of certain incone from sources
within Guam Anerican Sanoa, or the Northern Mariana |Islands.--

[ Reserved].”

°Al t hough the record establishes the date on which petition-
ers signed their 2001 joint return, the record does not disclose
(continued. . .)
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T.C. 95 (2001), affd. sub nom Haessly v. Conmm ssioner, 68 Fed.

Appx. 44 (9th Gr. 2003), affd. sub nom Unmbach v. Conmm ssioner,

357 F.3d 1108 (10th Cr. 2003). In Specking, we held, inter
alia: (1) Johnston Island does not constitute a specified
possessi on for purposes of section 931 as anended by the TRA
1986; and (2) the anmendnent of old section 931 by the TRA 1986
becane effective as to taxpayers who earned conpensation while
wor ki ng on Johnston Island for taxable years that began after
Decenber 31, 1986. [d. at 108-109. 1In so holding, we rejected
as msplaced the reliance by the taxpayers in Specking on section
1.931-1, Inconme Tax Regs., pronul gated under old section 931.
Id. at 110. W stated:

The regul atory | anguage on which petitioners rely

defines the term “possession” for purposes of old

section 931. As we have concluded above, that provi-

sion no longer applies to petitioners. Consequently,

the regul atory provision also has no application to

themand is obsolete as to petitioners.
Id. at 110-111.

Petitioners nonethel ess clainmed the $99, 980 excl usi on of
2001 wages in their 2001 joint return. According to petitioners’
attachnment to their 2001 joint return, they did so in reliance on
section 1.931-1, Incone Tax Regs., that the Treasury pronul gated

under ol d section 931 and that we found in Specking was obsol ete

W th respect to taxpayers who earned conpensati on whil e working

°C...continued)
the date on which petitioners filed that return.
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on Johnston Island for taxable years that began after Decenber
31, 1986. On the record before us, we find that respondent has
satisfied respondent’s burden of production under section 7491(c)
W th respect to the accuracy-related penalty under section
6662(a) and (b) (1) that respondent determ ned for 2001.

We turn now to petitioners’ position that they are not
liable for 2001 for the accuracy-rel ated penalty under section
6662(a). According to petitioners, they are not |iable for that
penal ty because (1) there was substantial authority for claimng
t he $99, 980 excl usi on of 2001 wages in their 2001 joint return,
(2) there was adequate disclosure of the relevant facts affecting
such tax treatnent of those wages, and (3) there was a reasonabl e
basis for such tax treatnent.

We shall address only whether petitioners had a reasonabl e
basis in claimng the $99, 980 exclusion of 2001 wages in their
2001 joint return. |If the record were to establish that peti-
tioners did not have a reasonable basis in claimng that exclu-
sion, such return position of petitioners would be attri butable

to negligence.® Van Canp & Bennion v. United States, 251 F.3d

at 866.

I n support of petitioners’ position that they had a reason-

A fortiori, a return position that did not have a reason-
able basis is not a position for which there was substanti al
authority under sec. 6662(d)(2)(B)(i) and the regul ations there-
under .
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able basis in claimng the $99, 980 excl usion of 2001 wages in
their 2001 joint return, petitioners advance three argunents as
foll ows:

It is * * * petitioners’ position that there was a
reasonabl e basis for questioning the effective date of
t he proposed anendnents to |.R C. sec. 931 [old section
931] contained in the Tax Reform Act [TRA 1986]. It
has never been established that the so called “specific
possessi ons” have ever entered into the required agree-
ments regarding tax adm ni stration, which the Tax

Ref orm Act included as a condition precedent to the
effective date of the proposed anendnents. This was the
basi s upon which the Court’s decision in Specking et

al, supra [Specking v. Conm ssioner, 117 T.C 95
(2001), affd. sub nom Haessly v. Conm ssioner, 68 Fed.
Appx. 44 (9th Cr. 2003), affd. sub nom Unbach v.
Comm ssi oner, 357 F.3d 1108 (10th G r. 2003)] was
appealed to the 9th and 10th Crcuit Courts of Appeal,
the decisions affirmng to Tax Courts opinion not being
i ssued until 2003. Based upon the respondent’s contin-
ued publication of Treas. Reg. 1.931-1, M. Medeck’s
response [I RS Novenber 13, 2001 letter to M. Jordan]
to the Presidential inquiry, and the question posed in
t he appeal of the Specking et al, supra opinion,[%l
there was a reasonabl e basis for the petitioners treat-
ment of L. Ben Smth's Johnston Island i ncone on the
return filed for the year 2001, sufficient to relieve
themfromliability for the .R C sec. 6662(a) addi-
tions to the tax. [Reproduced literally.]

We consider first petitioners’ argunents that they had a
reasonabl e basis in claimng the $99, 980 excl usi on of 2001 wages

in their 2001 joint return because: (1) The anendnent by the TRA

10n Mar. 6, 2002, when petitioners signed their 2001 joint
return, no notice of appeal had been filed with respect to
Specking v. Conm ssioner, 117 T.C 95 (2001), affd. sub nom
Haessl ey v. Conm ssioner, 68 Fed. Appx. 44 (9th Cr. 2003), affd.
sub nom Unbach v. Comm ssioner, 57 F.3d 1108 (10th G r. 2003).
It was not until May 9, 2002, that the taxpayers involved filed
respective notices of appeal to the U S. Courts of Appeals for
the Ninth Circuit and the Tenth Circuit.
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1986 of old section 931 was not effective for their taxable year
2001 since certain inplenenting agreenents were not entered into
between the United States and the specified possessions identi-
fied in section 931 after that amendnment; and (2) after the
amendnent by the TRA 1986 of old section 931 the Treasury did not
amend or w thdraw section 1.931-1, Inconme Tax Regs., pronul gated
under ol d section 931, and therefore petitioners were entitled to
rely on that regulation. Around 6% nonths before petitioners
signed their 2001 joint return,' we rejected both of those

argunents in Specking v. Conm ssioner, 117 T.C. 95 (2001). As

di scussed above, in Specking, we held that the anendnent of old
section 931 by the TRA 1986 becane effective as to taxpayers who
earned conpensation while working on Johnston Island for taxable
years that began after Decenber 31, 1986. 1d. at 109-110. 1In so
hol ding, we rejected the argunent advanced by the taxpayers in
Specking and petitioners here that the existence of certain

i npl ementi ng agreenents between the United States and the speci -
fied possessions identified in section 931 after its anmendnment by
the TRA 1986 was a condition precedent to the effective date of
such anmendnent of old section 931. [1d. As also discussed above,
i n Specking, we further rejected the argunment of the taxpayers
there and petitioners here that section 1.931-1, |Incone Tax

Regs., promul gated under old section 931 continued to apply after

12See supra note 6.
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the TRA 1986 anended ol d section 931 because the Treasury did not
amend or withdraw that regulation. 1d. at 110-111. |In Specking,
we held that old section 931 no | onger applied to the taxpayers
there, id., and that “Consequently, the regulatory provision al so
has no application to themand is obsolete as to petitioners [in

Specking]”, id. at 111. In so holding, we stated:

We do not agree with petitioners that respondent’s
failure to anmend section 1.931-1, Inconme Tax Regs.,
supports petitioners’ position. As the Suprene Court
recently observed regardi ng anot her unanended regul a-
tion provision: “The Treasury’ s rel axed approach to
amending its regulations to track Code changes is well
docunented. * * * The absence of any anendnment * * * |s
nmore likely a reflection of the Treasury’s inattention
than any affirmative intention on its part to say
anything at all.” United Dom nion Indus., Inc. v.
United States, 532 U.S. * * * [822, 836-837 (2001)].

BBEven before we issued our Qpinion in Specking v. Comm s-
sioner, 117 T.C. 95 (2001), affd. sub nom Haessly v. Conmm s-
sioner, 68 Fed. Appx. 44 (9th Gr. 2003), affd. sub nom Unbach
v. Comm ssioner, 57 F.3d 1108 (10th G r. 2003), the United States
District Court for the District of Hawaii (U. S. District Court)
hel d that taxpayers who earned conpensation during 1994, 1995,
and 1996 whil e working on Johnston |sland nmust include such
conpensation in gross incone for those years. Farrell v. United
States, 87 AFTR 2d 2001-1159, 2001-1 USTC par. 50,279 (D. Haw.
2001), affd. 313 F.3d 1214 (9th Gr. 2002). 1In so holding, the
U S District Court rejected the argunents of the taxpayers in
Farrell and petitioners here (1) that the anmendnent by the TRA
1986 of old section 931 was not effective because certain inple-
menti ng agreenents were not entered into between the United
States and the specified possessions identified in sec. 931 after
t hat anendnent and (2) that the taxpayers were entitled to rely
on sec. 1.931-1 Incone Tax Regs., pronul gated under ol d section
931 because that regul ati on was not anmended or w t hdrawn by the
Treasury after the TRA 1986 anmended ol d section 931. 1In reject-
ing the argunent of the taxpayers in Farrell with respect to the

(continued. . .)
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We conclude that petitioners’ argunents relating to (1) the
effective date of the anendnent by the TRA 1986 of old section
931 and (2) the failure by the Treasury to anend or w t hdraw
section 1.931-1, Incone Tax Regs., did not provide petitioners

with a reasonable basis in claimng the $99, 980 excl usion of 2001

3(...continued)
effective date of the anmendnent by TRA 1986 of old section 931
the U S. District Court stated:

t he outdated Section 931 was no longer in the Internal
Revenue Code in the 1994 to 1996 period. Had Congress
i ntended that the outdated Section 931 have conti nui ng
effect, it would have stated so in the anmended Section
931.

Farrell v. United States, 87 AFTR 2d 2001-1159, at 2001-1161 n.5,
2001-1 USTC par. 50,279, at 87,552 n.5.

In rejecting the argunent of the taxpayers in Farrell that sec.
1.931-1, Inconme Tax Regs., pronul gated under old section 931
allowed themto exclude the incone earned while working on
Johnston Island, the U S. District Court stated:

Al t hough Section 931 was anended, Regul ation
1.931-1 was not anmended to reflect the changes nmade to
Section 931. See 10 United States Tax Reporter 9312
(2000) (explanation of IRC section 931) (“Caution: The
Treasury has not yet anmended Reg section 1.931-1 to
reflect changes nmade by P.L. 99-514"). To read Regul a-
tion 1.931-1 as including Johnston Island as a “speci -
fi ed possession” for purposes of 26 U S.C. section 931
[ (]1986) would be contrary to the plain intent of
Congress, which is to allow inconme to be excluded from
gross incone for only Guam Anerican Sanpa, and the
Nort hern Mariana |Islands. Accordingly, this court does
not give any deference to the Treasury’s outdated
interpretation of “possession” in Regulation 1.931-1.

* * %

Farrell v. United States, 87 AFTR 2d 2001-1159, at 2001-1160 to
2001-1161, 2001-1 USTC par. 50,279, at 87,552.
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wages in their 2001 joint return.

We consider now petitioners’ third argunent in support of
their position that they had a reasonable basis in claimng the
$99, 980 exclusion of 2001 wages in their 2001 joint return. As
we understand that argunment, petitioners maintain that in claim
ing that exclusion they relied on the IRS Novenber 13, 2001
letter to M. Jordan'* that the IRS sent in response to M.
Jordan’s letter to President Bush.?® On the record before us, we
reject any such argunment. The record does not establish that
petitioners were even aware of the I RS Novenber 13, 2001 letter
to M. Jordan when they signed their 2001 joint return.

In relying on old section 931 and section 1.931-1, |ncone
Tax Regs., pronul gated under old section 931 in claimng the
$99, 980 exclusion of 2001 wages in their 2001 joint return,

petitioners not only ignored Specking v. Conm ssioner, 117 T.C

95 (2001), and Farrell v. United States, 87 AFTR 2d 2001- 1159,

14As stated supra note 3, the record does not disclose who
M. Jordan is or his relationship, if any, to petitioners.

5The | RS Novenber 13, 2001 letter to M. Jordan stated in
pertinent part:

| amresponding to your letter to President George W
Bush. You asked about the Code of Federal Regul ations
(CFR) as it pertains to Johnston Island.

* * * * * * *

| am enclosing 26 CFR 1.931-1. These regulations are
current as of COctober 24, 2001.
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2001-1 USTC par. 50,279 (D. Haw. 2001), affd. 313 F.3d 1214 (9th
Cir. 2002), they also disregarded adnonitions fromM. Smth’s
enpl oyer and fromthe I RS that conpensation earned while working
on Johnston Island is taxable and nay not be excluded from
incone. In this regard, before petitioners signed their 2001
joint return, (1) M. Smth received nmultiple warnings fromhis
enpl oyer, one a little less than 15 nonths before petitioners
signed that return, that Johnston Island was not tax exenpt and
that “therefore, standard tax obligations apply” and that certain
so-cal |l ed assignnent expenses were to be treated as conpensati on
that is taxable; (2) the IRS March 9, 2000 news rel ease was
issued that, inter alia, stated: “Johnston Island is not a
‘speci fied possession’ for purposes of new section 931, so incone
earned on the Island is not subject to exclusion”; and (3) IRS
Publ ication 570 for 2001 was issued that provided, inter alia,
t hat taxpayers who earned conpensation while working on Johnston
| sl and “are not eligible for the possessi on exclusion di scussed
here [in this publication]”. Under the circunmstances extant when
petitioners signed their 2001 joint return, petitioners, at a
m ni mum shoul d have consulted a professional about whether to

claimthe $99, 980 exclusion of 2001 wages in that return and

relied on such professional’s advice. See Znuda v. Conm Ssi oner,
731 F.2d 1417, 1422-1423 (9th Gr. 1984), affg. 79 T.C. 714

(1982). Petitioners do not contend that they did so and do not
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claimthat they are not liable for 2001 for the accuracy-rel ated
penal ty under section 6662(a) because they relied on the advice
of a professional.

On the record before us, we find that petitioners did not
have a reasonabl e basis in clainmng the $99, 980 excl usi on of 2001
wages in their 2001 joint return. On that record, we further
find that petitioners’ return position in claimng the $99, 980
excl usion of 2001 wages was attributable to negligence. See Van

Canp & Bennion v. United States, 251 F.3d at 866.

On the record before us, we further find that petitioners
have failed to carry their burden of establishing that there was
reasonabl e cause for, and that they acted in good faith with
respect to, any portion of the underpaynent for petitioners’

t axabl e year 2001. See sec. 6664(c)(1l); sec. 1.6664-4(b)(1),

| ncone Tax Regs. On that record, we find that petitioners have
failed to carry their burden of show ng any circunstances that

woul d enable us to find that they had reasonabl e cause for, and
acted in good faith in, claimng the $99, 980 excl usion of 2001

wages in their 2001 joint return.?t®

®For exanple, petitioners have failed to show that, after
we issued Specking v. Conmi ssioner, 117 T.C. 95 (2001), they
consul ted a professional who advised themto claimthe $99, 980
excl usion of 2001 wages in their 2001 joint return. |ndeed,
petitioners have failed to show that, after we issued Specking,
t hey even nade any efforts to consult a professional about
whet her to make such a claim See Znuda v. Conm ssioner, 731
F.2d 1417, 1422-1423 (9th Cir. 1984), affg. 79 T.C 714 (1982).
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Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing that they are not liable for 2001 for the accuracy-
rel ated penalty under section 6662(a) and (b)(1).?Y

We have considered all of the contentions and argunents of
the parties that are not discussed herein, and we find themto be
without nerit, irrelevant, and/or noot.1®

To reflect the foregoing and the concessions of the parties,

Decision will be entered for

respondent with respect to the

deficiency for 1999 and the

deficiency and the accuracy-rel ated

penalty under section 6662(a) for

2001 and for petitioners with

respect to the accuracy-rel ated

penalty under section 6662(a) for

1999.

YI'n light of our finding that petitioners are |liable for
2001 for the accuracy-rel ated penalty because of negligence under
sec. 6662(b)(1), we shall not address respondent’s argunent that
petitioners are |liable for that year for that penalty because of
a substantial understatenent of tax under sec. 6662(b)(2).

8\W¢ note that Taibo v. Conmm ssioner, T.C Mnp. 2004-196,
is materially distinguishable fromthe instant case. |In Taibo,
the taxpayer, unlike petitioners in the instant case, filed his
return for the year in question (i.e., 2000) prior to the issu-
ance of Specking v. Conm ssioner, supra.




